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Consumers Winois Water Company
Summary of Cost of Capital and Fair Rate of Return
Based upon an Average Capital Structure Estimated for the Year Ended December 31, 2001

Before-Income Tax

Type of Capital Ratios (1) Cost Rate Weighted Cost Rate Weighted Cost Rate (2}
Long-Term Debt 4571 % 8.59 % (1) 3.925 % (1) 3.825 %
Short-Term Debt 2.96 7.24 (1) 0.214 (1) 0.214

Total Debt 48.67 4139 4.138
Preferred Stock 0.49 552 (1) 0.027 (1) 0.040
Commen Equity 50.85 11.85 (3} 5.026 9.088

Total 100.00 % (4) 10.165 % 14.127 %

Before-income tax interest coverage of all
interest charges { 14.127% / 4.135% } 3.60 x

Notes:

(1) From Schedule D - 1, page 1.

{2} Based upon g company-provided combined effective statutory federal and state income tax rate of 39.67%.

{3) Based upon informed judgment from the entire study, the principal results of which are summarized on page 2
of this Schedule.

(4) Does not add due fo rounding.
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. Consumers lllinois Water Company
Brief Summary of Cormmen Equity Cost Rate
Proxy Group of Eight
Proxy Group of Utilities Selected on the
Line Seven Water Basis of Least Relative
No. Principal Methods Companies Distance
1. Discounted Cash Flow Modet (1) 8.0 % 10.5 %
2. Risk Premium Mode) (2) 13.0 13.0
3 Capital Asset Pricing Model (CAPM} (3) 12.1 11.9
4, Comparable Earnings Analysis (4) 11.6 11.4
5. Indicated Common Equity Cost
Rate before Business Risk
Adjustment 116 % 11.7
. B. Business Risk Adjustment 0.2 (5) 0.2 (5}
7. Indicated Common Equity Cost
Rate before Business Risk
Adjustment 11.8 % 119 %
8. Recommendation

Notes: (1) From Schedule 9.
(2) From page 1 of Schedule 15.
(3) From page 1 of Scheduie 16.
{4) From page 1 of Schedule 17.

(5) Business risk adjustment based upon the greatsr relative business risk of Consumers lllincis Water
Company vis-a-vis both proxy groups as explained in detail in Ms. Ahern's direct testimony.




xxxxxxx
SSSSSSSSS
P

Standard & Poor’s
CORPORATE
e RATINGS CRITERIA




Exhibit No. 7
Schedule 2
Page 2 of 12

President Leo C. O'Neill
Executive Vice Presideats
Hendrik J. Kranenburg Robert E. Maimner

Executive Managing Directors
Edward Z. Emmer, Corporate Finance Ratings
Clifford M. Griep, Financial Institutions Ratings
Dear Reader, Vladimir Stadnyk, Public Finance Ratings
Roy N. Taub, Insurance Ratings

This volume updates the 1994 edition of Vickie A. Tillman, Strectured Finance Ratings

Corporate Finance Criteria. There are several Joanne W, Rose, Senior Managing Director
: . General Counsel

new chapters, covering our recently 1ntFoduced Glenn S, Goldberg, Managing Director,

Bank Loan Ratings, criteria for “notching” junior Ratings Development & Communications

obligations, and the role of cyclicality in ratings.
Naturally, the ratio medians have been brought
up to date.

Senior Vice President  Jeffrey R. Paterson

Vice President  Robert Frump
ProductManager  Olga B. Sciortino

Standard & Poor’s criteria publications represent Markoting Specialist  Suzanne Fesrufino

our endeavor to convey the thought processes and Managing Editor  Linda Saul
. . P Editorial Managers  Irene Coleman
methodologies employed in determining Standard Rachet L. Gordon
, . . Steve D. Homan
& Poor’s ratings. They describe both Copy Editor  Peter Dinoffo
the quantitative and qualitative aspects of the .
analysis. We be.lieve that our rating product has PRODUCTION
the most value if users appreciate all that has Director of Dasign Producton _
gone into producing the letter symbols. &Manafacturing  Lawrel Bernstein
DEskTOP PUBLISHING
: : : te l Manager, Production Operations Randi Bender
Bear in ‘mmd, though, thata _ratmg' is, in the end, Produstion Bensper Borey Ko
an opinion. The rating experience is as much an Production Caordinators  Harvey Aronson
- . N IC1A jones
art as 1t is a sclence. Elise Lichterman

Senior Production Assistamds  Laurie Joachim
orano, Copy Editor
Stephen Williams
Dasicn
Manager, At & Dasign  Sara Burnis
Senior Designers  Clandia Baudo
Donelle Sawyer
Designer  Giulia Fini

Solomon B. Samson Junior Designer Heidi Weinberg

Chairman, Corporate Ratngs Criteria Committee TECHNOLOGY & DEVELOPMENT
Sanior Production Manager Edward Hanapole

Production Manager Theodore Perez
Senior Production Assistant  Jason Rock

n
SALES
About photocapying or Faxing Comorate Astings Ceitaria. Reproducing or dislribuling Corporate Ratings Critera WHIoW f consent of _ VicaPresident  Sarah Ferguson
the publisher is prohibitad. Fos infomati ! bulk ralas, or our FAX services, pleass call {212) 208-1146. Director, Global Sales  George Schepp
Sales Managers chv; Fl]aﬁs, f.'wope "
ichael Naylor, Asia-Pacific
Standard & Poor’s 2 Customer Service Manager  Robert Baumohl

A Division of The Mol rw-Hill Conipanicaa

Published by Standard & Poor's, a Diviston of The McGraw-Hill Companies. Executive affices: 1221 Avenue of the Americas, New York, K.Y, 10020, Editoriat eifices: 25 Broatlway, New York, NY 10004, ISSN 1065-0778. Subscriber services:
12) 208-1145. Copyrght 1996 by The MeGraw-Hill Com panies. Al rights reserved. Officers of the MeGraw-Hill Companies: Joseph L. Dionne, Chairman and Chief Executive Officer, Harold W, McGraw, I, Presidant and Chiel Operting
a7, Robart N. Landes, Senkr Executive Vice Preslent and Secretary; Kenneth M. Vitlor, Senior Vice President and General Counset, Frank Pengiase, Serior Vice President, Treasury Dperations. Information fias besn obiained bty Corporaie
Ratings Critsra fram sources bedved to ba relbls. However, becadse of the possibikity af human or mechanical arsor by our woutas, Corprate Ratings Crtara does nat the Y, uch Y, OF £om ph ofany intormation and
bs not responsibie for any amors or onvssions of fof tha resutts obtined from 1he use of such Information,

Sandard L Poor's recelves compensation for rating debl ebligations. Such compensation Is based onthe time and effan ka determicie Kb raling and is nommally paid sither by the lssuers of such securities or by the underwriters participating
in the distribution thereol. The fees generally vary from §2,500 10 $50.000. While Standard & Poor's reserves the ipht to disseminate the rating, it receives no payment bar doing 0, except for subseriptian 1o it$ publications,




Exhibit No. 7
Schedule 2
Page 3of 12

Utilities

The utilities rating methodology encompasses two basic
components: business risk analysis and financial analysis.
Evaluation of industry characteristics, the utility's position
within that industry, {ts regulation, and its management
provides the context for assessing a firm's financfal condi-
tion.

Historical analysis is a tool for identifying strengths and
weaknesses, and provides a starting polnt for evaluating
financial conditon. Business position assessment is the
qualitative measure of a utility’s fundamental creditwor-
thiness. It focuses on the forces that will shape the utilities’
future.

A S A e R0
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The credit analysls of utilities is quickly evolving, as
utilities are treated less as regulated monopolies and more
as entities faced with a host of challengers in a competitive
environment. Marketplace dynamics are supplanting the
power of regulation, making it critically important to re-
duce costs and/or market new services in order to thwart
competitors’ inroads.

Markets and service area economy

Assessing service territory begins with the economic and
demographic evaluation of the area In which the utility has
its franchise. Strength of long-term demand for the product
is exarnined from a macroeconomic perspective. This en-
ables Standard & Poor's to evaluate the affordability of
rates and the staylng power of demand.

Standard & Poor’s tries to discern any secular consump-
tion trends and, more importantly, the reasons for them.
Specific tems examined include the size and growth rate
of the market, strength of the franchise, historical and
projected sales growth, Income levels and trends in popu-
latlon, employment, and per capita Income. A utllity with
a healthy economy and customer base—as {Hustrated by
diverse employment opportunities, average or above-av-

erage wealth and income statistics, and low unemploy-

ment—will have a greater capacity to support its opera-
tons.

For electric and gas utilitles, distribution by customer
class {5 scrutinized 1o assess the depth and diversity of the
utility’s customer mix. For example. heavy industrial con-
centration is viewed cautiously, since a utility may have
significant exposure to cyclical volatility. Alternatively, a
large residential component ylelds a stable and more pre-
dictable revenue stream. The largest utility customers are
identified to determine their importance to the bottom lne
and assess the risk of their loss and potential adverse effect
on the utility's financial position. Credit concerns arise
when Individual customers represent more than 5% of
revenues. The company or industry may play a significant
tole in the averall economic base of the secvice area, More-
over, large customers may turn to cogeneration or alterna-
tive power supplies to meet their energy needs, potentially
leading to reduced cash flow for the utility (even in cases
where alarge customer pays discounted rates and is not a
profitable account for the utility). Customner concentration
1s less significant for water and telecommunication utili-
ties.

Competitive position
As competitive pressures have intensifled in the utilities

industry, Standard & Poor’s analysls has deepened to In-
clude a more thorough review of competitive position.

Electric utility competition

For electric utilities, competitive factors examined in-
clude: percentage of firm wholesale revenues that are most
vulnerable to comnpetition; industrial load concentration;
exposure of key customers to alternative suppliers; com-
mercial concentrations; rates for various customer classes;
rate design and flexibility; production costs, both marginal
and fixed; the regional capacity situation; and transmission
constraints. A regional focus is evident, but high costs and
rates relative to national averages are alsc of significant
concern because of the potential for electricity substitutes
over time.

Mounting competition in the electric utility industry
derives [rom excess generating capacity, lower barriers to
entering the electrlc generating buslness, and marginal
costs that are below embedded costs. Standard & Poor’s
has already witnessed deciining prices In wholesale mar-
kets, as de facto retall competition s already being seen in
several parts of the country. Standard & Poor’s believes
that over the coming years more and more customers will
want and demand lower prices. Initial concerns focus on
the largest Industrial loads, but other customer classes will
be increasingly vulnerable. Competition will not necessar-

2%
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ily be driven by legislation. Other pressures will arise from
global competition and impraving technologles, whether
it be the declining cost of incremental generation or ad-
vances in transmission capacity or substtute energy
sources like the fuel cell. It is impossible to say precisely
when wide-open retail competition will occur; this will be
evolutionary. However, significantly greater competition
in retail markets is inevitable.

Gas utility competition

Similarly, gas utilities are analyzed with regard to their
competitive standing in the three major areas of demand:
residential, commereial, and Industrial. Although regu-
lated as holders of monopoly power, natural gas utilities
have for some time been actively competing for energy
market share with fuel oll, electricity, coal, solar, wood, etc.
The long-term staying power of market demand for natu-
ral gas cannot be taken for granted. In fact, as the electric
utiiity industry restructures and reduces costs, electric
power will become more cost competitive and threaten
certain gas markets. In addition, independent gas market-
ers have made greater inroads behind the dty gate and are
competing for large gas users. Moreover, the recent trend
by state regulators to unbundle utility services is creating
opportunities for outsiders to market niche products. Dis-
tributors still have the upper hand, but those who do not
reduce and control costs, and thus rates, could find com-
petition even more difficult.

Natural gas pipelines are judged to carry a somewhat
higher business risk than distribution companies because
they face competition in every one of their markets. To the
extent a pipeline serves utilitles versusindustrial end users,
its stability is greater. Over the next five years, pipeline
competition will heat up since many service contracts with
customers are expiring. Most distributor or end-use cus-
tomers are looking to reduce pipeline costs and are work-
ing to Improve their load factor to do so. Thus, pipelines
will likely find it difficult to recontract all capacity in
coming years. Being the pipeline of choice {s a function of
attractive transportation rates, diversity and quality of
services provided, and capacity available in each particular
market. In all cases though, perlodic discounting of rates
to retain customers will occur and put pressure on profit-
ability.

Water utility competition

Asthelast true utility monopoly, water utilities face very
little competition and there is currently no challenge to the
continuation of franchise areas. The only exceptions have
been cases where Investor-owned water companies have
been subject to condemnation and municlpalization be-
cause of poor service or political motivations. In that re-
gard, Standard & Poar’s pays close attention to costs and
rates In relatlon to neighboring utilities and national aver-
ages. (In contrast, the privatization of publicwater facilities
has begun, albeit at a slower pace than antcipated. This is
occurring mostly in the form of operating contracts and
public/private partnerships, and not in asset transfers.
This trend should continue as cities look for ways to bal-

X

ance thelr tight budgets.) Also, water utilities are not fully
immune to the forces of competition; In a few instances
wholesale custorners can access more than one supplier.

Telephone competition

The Telecommunications Act of 1995 accelerates the con-
tinuing challenge to the local exchange companies’ (LECs)
century-old monopoly in the local loop. Competitive ac-
cess providers (CAPs), both fac{liles-based and resellers,
are aggressively pursulng customers, generally targeting
metropolitan areas, and promising Jower rates and better
service.

Most long-distance calls are still originated and termd-
nated on the local telephone company network. To com-
plete such a call, the long-distance provider (including
AT&T, MCL Sprint and a host of smaller interexchange
carriers or “IXCs"} must pay the local telephone company
a steep “access” fee to compensate the local phone com-
pany for the use of its local network, CAPs, in contrast,
build or lease facilities that directly connect customers to
their long-distance carrler, bypassing the local telephone
company and avoiding access fees, and thereby can offer
lower long-distance rates. But the LECs are not standing
stll; they are combating the loss of business to CAPs by
lowering access fees, thereby reducing the economicincen-
tive for a high usage long-distance customer to use a CAP.
LECs are attempting to make up for the loss of revenues
from lower access fees by increasing basic local service
rates (or at least not lowering them), since baslc service is
far Jess subject to competition. LECs are improving oper-
ating effidency and marketing high margin, value-added
new services. Additionally, In the wake of the Telecommu-
nications Act, LECs will capture at least some of the Inter-
LATA long-distance market. As aresult of these initlatives,
LECs continue to rebuild themselves—from the traditional
utility monopoly to leaner, more marketing oriented or-
ganizations. -

While LECs, and indeed all segments of the telecommu-
nications sector, face Increasing competition, there are fa-
vorable industry factors that tend to offset heightened
business risk and auger for overall ratings stability for most
LECs. Importantly, telecommunications is a declining-cost
business. With increased deployment of fiber optics, the
cost of transport has fallen drarnatically and digital switch-
ing hardware and software have yielded more capable,
trouble-free and cost-efficlent networks. As a result, the
cost of network maintenance has dropped sharply, as fllus-
trated by the ratio of employees per 10,000 access lines, an
oft cited measurement of efficlency. Ratios as low as 25
employees per 10,000 lines are being seen, down from the
typical 40 or more employees per 13,000 ratio of only a few
years ago.

In addition, networks are far more capable. They are
increasingly digitally switched and able to accommodate
high-speed communications. The infrastructure needed to
accommodate swilched broadband services will be built
inta telephone networks over the next few years. These
advanced networks will enable telephone companies to
look to a greater variety of high-margin, value-added serv-
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ices. In addition to those current services such as call
walting or caller 11}, the delivery of hundreds of broadcast
and interactive video channels will be possible. While these
services offer the patential of new revenue streams, they
will simultaneously present a formidable challenge. LECs
will be entering the new {to them) arena of multimedia
entertalnment and will have to develop expertise in mar-
keting and entertalnment programming acumen; such
skills stand In sharp contrast to LECs traditional strengths
in engineering and custormer service.

Operations

Standard & Poor’s focuses on the nature of operations
from the perspective of cost, reliability, and quality of
service. Here, empbhasls is placed on those areas that re-
quire management attention in terms of time or money and
which, if unresolved, may lead to political, regulatory, or
competitive problems. ’

Operations of electric utilities

For electrics, the status of utility plant investment is
reviewed with regard to generating plant availability and
utilization, and also for compliance with existing and con-
templated environmental and other regulatory standards.
The record of plant outages, equivalent availability, load
factors, heat rates, and capacity factors are examined. Also
important Is efficlency, as defined by total megawatt hour
per employee and customers per employee. Transmission
interconnections are evaluated in terms of the number of
utilities to which the utility in question has access, the cost
structures and available generating capadity of these other
utilities, and the price paid for wholesale power.

Because of mounting competition and the substantial
escalation In decommissicning estimates, significant
weight is given to the operation of nuclear facilities. Nu-
clear plants are becoming more vulnerab!le to high produc-
tion costs that make their rates uneconomic. Significant
assel concentration may expose the utility to poor perform-
ance, unscheduled outages or premature shutdowns, and
large deferrals or regulatory assets that may need to be
written off for the utility to remain competitive. Also,
nuclear facilitles tend to represent significant portions of
thelr operators’ generating capabflity and assets. The loss
of a productive nuclear unit from both power supply and
rate base can interrupt the revenue stream and create sub-
stantial additional costs for repairs and improvements and
replacement power. The ability to keep these stations run-
ning smoothly and economically directly influences the
abillty to meet electric demand, the stability of revenues
and costs, and, by extenslon, the ability to maintain ade-
quate creditworthiness. Thus, economic operation, safe
operation, and long-term operation are examined in depth.
Specifically, emphasis Is placed on operation and mainte-
nance costs, busbar costs, fuel costs, refueling outages,
forced outages, plant statistics, NRC evaluations, the po-
tential need for repairs, operating licenses, decommission-
ing estimates and amounis held in external trusts, spent
fuel storage capacity, and management's nuclear experi-

ence. In essence, favorable nuclear operations offer signifi-
cant opportunities but, If a nuclear unit runs poorly or not
at all, the attendant risks can be great.

Operations of gas utilities

For gas pipeline and distribution companies, the degree
of plant utilizatlon, the physical condition of the mains and
lines, adequacy of storage to meet seasonal needs, “lost and
unaccounted for™ gas levels, and per-unit nongas operat-
ing and construction costs are important factors. Efficlency
statistics such as load factor, operating costs per customer,
and operating income per employee are also evaluated in
comparison to other utilities and the industry as a whale.

Operations of water utilitiea

As a group, water utllities are continually upgrading
their physical plant to satisfy regulations and to develop
additional supply. Over the next decade, water systems
will increasingly face the task of maintaining complance,
as ddnking water regulations change and Infrastructure
ages. Given that the Safe Drinking Water Act was author-
ized in 1974, the first generation of treatment plants built
to conform with these rules are almost 20 years old. Addi-
tionally, because the focus during this perlod was on sat-
isfying environmental standards, deferred maintenance of
distribution systems has been cornmon, especially in older
urban areas. The increasing cost of supplying treated water
argues against the high level of unaccounted for water
witnessed in the industry. Consequently, Standard &
Poor’s anticipates capital plans for rebullding distribution
lines and mafjor renewal and replacement efforts aimed at
treatment plants. Co

Operations of telephone companies

For telephone companies, cost-of-service analysis fo-
cuses on plant capability and measures of efficlency and
quality of service. Plant capability is ascertained by looking
at such parameters as percentage of digitally switched
lines; fiber optic deployment, in particular in those por-
tions of the plant key to network survival; and the degree
of broadband capacity fiber and coaxial deployment and
broadband switching capacity. Efficlency measures in-
clude operating margins, the ratio of employees per 10,000
access lnes, and the extent of network and operations
consolidation. Quality of service encompasses examina-
tion of quantitative measures, such as trouble reports and
repeat service calls, as well as an assessment of qualitative
factors, that may include service quality goals mandated
by regulators.

Regulation

Regulatory rate-setting actions are reviewed on a case-
by-case basis with regard to the potential effect on credit-
worthiness. Regulators® authorizing high rates of return is
of little value uniess the returns are earnable, Furthermore,
allowing high refurns based on noncash items does not
benefit bondholders. Also, to be viewed positively, regula-
tory treatment should aliow consistent performance from

K]
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period to period, given the importance of financial stability
as a rating consideration.

The utility group meets frequently with commission and
staff members, both at Standard & Poor’s offices and at
commission headquarters, demonstrating the importance
Standard & Poor’s places on the regulatory arena for credit
quality evaluation. Input from these meetings and from
review of rate orders and their impact weigh heavily in
Standard & Poor's analysis.

Standard & Poor's does not “rate” regulatory commis-
slons. State commissions typically regulate a number of
diverse industries, and regulatory approaches to different
types of companies often differ within a single regulatory
Jjurisdiction. This makes it all but Impossible to develop
inclusive “ratings” for regulators.

Standard & Poor's evaluation of regulation also encom-
passes the administrative, judiclal, and legislative proc-
esses involved in state and federal regulatlon. These can
affect rate-setting activities and other aspects of the busi-
ness, such as competitive entry, environmental and safety
rules, facility siting, and securities sales.

As the utility industry faces an increasingly deregulated
environment, alternatives to traditional rate-making are
becoming more critical to the ability of utllities to effec-
tively compete, maintain earnings power, and sustain
credilor protection. Thus, Standard & Poor's focuses on
whether regulators, both state and federal, will help or
hinder utilities as they are exposed to greater cornpetition.
There is much that regulators can do, from allocating costs
to more captive customers to allowing pricing flexibil-
ity—and sometimes just stepping out of the way.

Under traditional rate-making, rates and earnings are
tied to the amount of Invested capital and the cost of
capital. This can sometimes reward companies more for
justifying costs than for containing them. Moreover, most
current regulatory policies do not perrnit utilitles to be
flexible when responding to competitive pressures of a
deregulated market. Lack of flexible tariffs for electric uti}i-
ties may lure large customers to wheel cheaper power from
other sources,

In general, a regulatory jurisdiction is viewed favorably
if it permits earning a return based on the ability to sustain
rates at competitive levels. In addition to performance-
based rewards cor penalties, flexible plans could include
market-based rates, price caps, index-based prices, and
rates premised on the value of customer service. Suchrates
more closely mirror the competitive environment that utiti-
tles are confronting.

Electric industry regulation

The ahility to enter into long-term arrangements at ne-
gotiated rates without having to seek regulatory approval
for each contract is also important in the electric industry.
{While contracting at reduced rates constrains financial
performance, it lessens the potential adverse impact in the
event of retall wheeling. Since revenue losses associated
with this strategy are not likely to be recovered from rate-
payers, utilities must control costs well enough to remaln

32

compettive if they are to sustain current levels of bond-
holder protection.)

Natural gas industry regulation

Inthe gas industry, too, several state commission policies
weigh heavily in the evaluation of regulatory support.
Examples Include stabllization mechanisms to adjustreve-
nues for changes in weather or the economy, rate and
service unbundling decisions, revenue and cost allocation
between sales and transportation customers, flexible in-
dustrial rates, and the general supportiveness of construc-
tion costs and gas purchases.

Water industry regulation

In all water utility activities, federal and state environ-
mental regulations continue to play a critical role. The
legislative timetable to effect the 1986 amendments to the
Safe Drinking Water Act of 1874 was quite aggressive. But
environmental standards-setting has actually slowed over
the past couple of years due largely to increasing sentiment
that the stringent, costly standards have not been justified
on the basis of publlc health. A moratorium on the prom-
ulgation of significant new environmenial rules is antici-
pated.

Telecommunicaticns industry regulation

Despite the advances in telecommunications deregula-
tlon, analysis of regulation of telephone operators will
continue to be a key rating deterrninant for the foreseeable
future. The method of regulation may be either classic
rate-based rate of return or some form of price cap mecha-
nism. The most important factor s to assess whether the
regulatory framework—no matter which type—provides
sufficlent financlal Incentive to encourage the rated com-
pany to maintain its quality of service and to upgrade its
plant to accommodate new services while facing Increasing
competition from wireless operators and cable television
companles.

Where regulators do still set tariffs based on an author-
ized return, Standard & Poor’s strives to explore with
regulators their view of the rate-of-return components that
can materially impact reported versus regulatory earnings.
Specifically these include the allowable base upon which
the authorized return can be earned, allowable expenses,
and the authorized return. Since regulatory oversight runs
the gamut from strict, adversarial relationships with the
regulated operating companies to highly supportive pos-
tures, Standard & Poor’s probes beyond the apparent regu-
latory environment to ascertain the actual impact of
regulation on the rated company.

Management

Evaluating the management of a utility is of paramount
importance to the analytical process since management’s
abilities and decisions affect all areas of a company's op-
erations. While regulation, the economy, and other outside
factors can influence results, it is ultimately the quality of
management that determines the success of a company.
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With emerging competition, utility management will be
mare closely scrutinized by Standard & Poor's and will
become an Increasingly critical component of the credit
evaluation. Management strategles can be the key determi-
nant in differentiating utilities and in establishing where
companies lie on the business position specirum. It is
imperative that managements be adaptable, aggressive,
and proactive if their utilities are to be viable in the future;
this is especlally important for utilitles that are currently
uncompetitive.

The assessment of management is accomplished through
meetings. conversations, and reviews of company plans. It
is based on such factors as tenure, industry experience,
grasp of industry issues, knowledge of customers and their
needs, knowledge of competitors, accounting and financ-
Ing practices, and commitment to credit quality. Manage-
ment's abjlity and willingness to develop workable
strategies to address thelr systems’ needs, to deal with the
competitive pressures of free market, to execute reasonable
and effective long-term plans, and to be proactive in lead-
ing their utilities into the future are assessed. Management
quality is also Indicated by thoughtful balancing of public
and private priorities, a record of credibility, and effective
communication with the public, regulatory bodies, and the
financial community. Boards of directors will receive ever
more attention with respect to their role {n setting appro-
priate management incentives.

With competition the watchward, Standard & Poor's
also focuses on management's efforts te enhance financlal
condition. Management can bolster bondholder protection
by taking any number of discretionary actons, such as
selling common equity, lowering the common dividend
payout, and paying down debt. Also important for the
electric industry will be creativity in entering into strategic
alliances and working partnerships that improve effi-
ciency, such as central dispatching for a number of utilitles
or locking up at-risk customers through long-term con-
tracts or expanded flexible pricing agreements. Proactive
management teams will also seek alternatives to trad-
tional rate-base, rate-of-return rate-making, move to adopt
higher depreciation rates for generating facilities, segment
customers by individual market preferences, and attempt
to create superlor service organizations.

In general, management’s ability torespond to mounting
competition and changes In the utility industry in a swiit
and appropriate manner will be necessary to maintain
credit health.

Fuel, power, and water supply

Assessment of present and prospective fuel and power
supply is critical to every electric utility analysis, while
gauging the long-term natural gas supply position for gas
pipeline and distribution companies and the water re-
sources of a water utility is equally important. There is no
similar analytical category for telephone utilities,

Electric utilitiee
For electric utilitles emphasis is placed on generating

reserve margins, fuel mix, fuel contract terms, demand-
side management techniques, and purchased power ar-
rangements. The adequacy of generatlng margins is
examined nationally, regionally, and for each Individual
company. However, the reserve margin picture Is mud-
died by the imprecise nature of peak-load growth forecast-
ing, and also supply uncertainty relating to such things as
Canadian capacity availability and potential plant shut-
downs due to age, new NRC rules, acld rain remedies, fuel
shortages, problems associated with nontraditdonal tech-
nologies, and so forth. Even apparently ample reserves
may not be what they seem. Moreover, the quality of
capacity {s just as important as the size of reserves. Com-
panies’ reserve requirements differ, depending upon indi-
vidual operating characteristics.

Fuel diversity provides flexlbility in a changing environ-
ment. Supply disruptions and price hikes can raise rates
and ignite political and regulatory pressures that uitl-
mately lead to erosion in financlal performance. Thus, the
ability to alter generating sources anad take advantage of
lower cost fuels is viewed favorably.

Dependence on any single fuel means exposure to that
fuel’s problems: electric utilities that rely on oil or gas face
the patential for shortages and rapid price Increases; utili-
tles that own nuclear generating facllities face escalating
costs for decommissioning; and coal-fired capacity entails
environmental problems stemming from concerns over
acld rain and the *greenhouse effect.”

Buying power from nelghboring utilities, qualifying fa-
cility projects, or independent power producers may be the
best chofce for a utility that faces increasing electricity
demand. There has been a growing rellance on purchased
power arrangements as an alternative to new plant con-
struction. This can be an important advantage, since the
purchasing utility avoids potential constructdon cost over-
runs as well as risking substantial capital. Also, utilities can
avold the financial risks typical of a multiyear construction
program that are caused by regulatory Jag and prudence
reviews. Furthermore, purchased power may enhance
supply flexibility, fuel resource diversity, and maximize
load factors. Utilities that plan to meet demand projections
with a portfolio of supply-side options alsc may be better
able to adapt to future growth uncertaintles. Notwith-
standing the benefits of purchasing, such a strategy has
risks associated with it. By entering into a firm long-term
purchased power contract that contains a fixed-cost com-
ponent, utilitles can incur substantial market, operating,
regulatory, and financlal risks. Moreover, regulatory treat-
ment of purchased power removes any upside potential
that might help offset the risks. Utilities are not compen-
sated through Incentive rate-making: rather, purchased
power is recovered dollar-for-dollar as an operaling ex-
pense,

To analyze the financial impact of purchased power,
Standard & Poar's first calculates the net present value of
future annual capacity payments (discounted at 10%). This
represents a potentlal debt equivalent—the off-balance-
sheet obligation that a utllity Incurs when it enters into a
long-term purchased power contract. However, Standard
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& Poor's adds to the utility’s balance sheat only a portion
of this amount, recognizing that such a contractual ar-
rangement s not entirely the equivalent of debt. What
percentage Is added is a function of Standard & Foor's
qualitative analysis of the specific contract and the extent
to which market, operating, and reguiatory risks are borne
by the utility {the risk factor). For unconditional, take-or-
pay contracts, the risk factor range is from 40%-80%, with
the average hovering around 60%. A lower risk factor is
typically assigned for system purchases from coal-fired
utilities and a higher risk factor is usually designated for
unit-specific nuclear purchases. The range for take-and-
pay performance obligations is between 10%-50%.

Gasy utilities

For gas distribution utilities, long-term supply adequacy
obviously is critical, but the supply role has become even
more important in credit analysis since the Federal Energy
Regulatory Commission’s Order 636 eliminated the inter-
state plpeline merchant business. This thrust gas supply
responsibilitles squarely on local gas distributors. Stand-
ard & Poor's has always belleved distributor management
has the expertise and wherewithal to perform the job well,
but the risks are significant since gas costs are such a large
percentage of total utility costs. In that regard, it isimpor-
tant for utilities to get preapprovals of supply plansby state
regulators or atleast keep the staff and commissioners well
informed. To minimize risks, a well-tun program would
diversify gas sources among different producers or mar-
keters, different gas basins in the U.S. and Canada. and
different pipeline routes. Also, purchase contracts should
be firm, with minimal take-or-pay provisions, and have
prices tied to an industry Index. A moedest percentage of
fixed-price gas is not unreasonable. Contracts, whether of
gas purchases or pipeline capacity, should be intermediate
term. Staggering contract expirations {preferably annu-
ally) provides an opportunity tobe an active market player.
A modest degree of reliance on spot purchases provides
flexibility, as does the use of market-based storage. Gas
storage and on-property gas resources such as liquefied
natural gas or propane air are effective peak-day and peak-
season supply management tools.

Since pipeline companies no longer buy and sell natural
gas and are fust common carriers, connections with varied
reserve basins and many wells within those basins are of
great importance. Diversity of sources helps offset the risks
arising from the natural production declines eventually
experienced by all reserve basins and Individual wells.
Moreover, such diversity can enhance a plpeline’s attrac-
tiveness as a transporter of natural gas to distributors and
end users seeking to buy the most economical gas available
Jor their needs.

Water utilities

Nearly all water systems throughout the 11.5. have ample
long-term water supplies. Yet to gain comfort, Standard &
Poor's assesses the production capability of treatment
plants and the ability to purnp water from underground
aquifersin relation to the usage demands from consurmers,

3

Having adequate treated water storage facilitles has be-
come important in recent years and has helped many
systems meet demands during peak summer periods. Of
Interest Is whether the resources are owned by the utility
or purchased from other utilities or local authorities. Gwn-
Ing properties with water rights provides more supply
security. This is especlally soin states like California where
water allocations are being reduced, particularly since re-
cent droughts and environmental issues have created
alarm. Since the primary cost for water cornpandes is treat-
ment, it akes little difference whether raw water isowned
or bought. In fact, compliance with federal and state water
regulations is very high, and the overall cost to deliver
treated water to consumers remains relatively affordable.

Asset concentration in the electric
utility industry

In the electric industry, Standard & Poor’s follows the
operations of malor generating facilities to assess if they are
well managed or troubled. Significant dependence on one
generating facility or a large flnancial investment in a
single asset suggests high dsk. The size or magnitude of a
particular asset relative to total generation, net plant in
service, and common equity is evaluated. Where substan-
tial asset concentration exists, the financial profile of a
company may experience wide swings depending on the
asset’s performance. Heavy asset concentration is most
prevalent among utilities with costly nuclear units.

Earnings protection

In this category, pretax cash Income coverage of all inter-
est charges is the primary ratio. For this calculation, allow-
ance for funds used during construction (AFUDC) is
removed from income and interest expense. AFUDC and
other such noncash ftems de not provide any protection for
bondholders. To identify total interest expense, the analyst
reclassifies certain operating expenses. The Interest com-
ponent of varous off-balance-sheet cbligations, such as
leases and some purchased-power contracts, is included in
interest expense. This provides the most direct indication
of a utility’s ability to service its debt burden.

While considerable emphasis in assessing credit protec-
tlon is placed on coverage ratios, this measure does not
provide the entire earnings protection picture. Alsaimpor-
tant are a company's earned returns on both equity and
capital, measures that highlight a firm’s earnings perform-
ance. Consideration is given to the interaction of embed-
ded costs, financial leverage, and pretax return on capital.

Capitaf structure

Analyzing debt leverage goes beyond the balance sheet
and covers quasi-debt itemns and elements of hidden finan-
clal leverage. Noncapitalized leases (including sale/lease-
back obligations), debt guarantees, receivables financing,
and purchased-power contracts are all considered debt
equivalents and are reflected as debt In calculating capital
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Formulas for key ralios
Prelax interast coverage =

Protax income from continuing operations + inlarast expense
Gross intarast

Pratax fixed charge coverage inciuding rents = Pretax income from continuing operations + intsrest expense + gross renis

Gross inberest + gross rants

Pratax funds Aow inlsrast coverage = Pretax funds flow + interest expense

Funds from operations as a % of total debl = Funds from operations

Frea operating cash flow as a % of total debt = Free operating cash flow

Pratax relum on parmanent capital =

Operating incoma as a % of sales =  Operating income

Long-term dabt as a % of capitalization =

Total debt as & % of capitalization =

Total debt + B times rents as a % of adjusted capitalization =

Gross intarast

X 100

Total dabt

Total debt X 100

Pretax income from continuing operations + interest expense

Sum of (1) average of beginning of year and end of year current
maturities, long-term debt, non-current daferred taxes, and equity and
(2) average short-tamm borrovnngs during year as disclosed in
Ipotnotes

x 100
Sales

Long-temn deb? X 100
Long-term + equity
Total debt

Total dabll + aquity * 10

Total dabt + 8 limes gross rentals paid
Total debt + & times gross rentals paid + equity

x 100

Glossary

Equity

Free operating
cash flow

Funds from
oporations

Gross inlerest
Gross rents
interest expense
Long-term dabt
Net cash flow

Operating income

Pratax funds flow
Total debt

Sharsholders’ equity (including preferred stock) plus minority interest.

Funds from operations minus capital expenditures, minus (plus) the increase (decrease) in working
capital {(excluding changes in cash, markstable securities, and short-tem debt).

Nat incoma from continuing cperations plus dapreciation, amortization, deferred income taxes and othar
noncash itarmns,

Gross interest incurred before subltracting (1} capitalized interast, (2} intarest income.
Gross operating rents paid before sublease income.

Interest incurred minus capitalized interest, plus amortization of capitalized interest.
As raported on the balance sheet, including capitalized lsase cbligations.

Funds trom opemtions less preferred and common dividends.

Salas minus cost of goods manulactured (before depreciation and amomzabon), selling, general and
administrative, and research and development costs,

Pratax income from continuing operations plus depraciation, amortization, and other noncash items.

Long-term dabt plus current maturitias, commaercial paper, and othar shont-term borrowings.
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Standard & Poor's has revised the four principat finan-
cial targets that it uses to analyze the credit quality of
all investor-owned electric, natural gas, and water utili-
ties in the U.S. fsee table on page 3\

Standard & Poor's has created a single set of financial
targets that can be applied across the different wtility
segments. These financial measures refiect the
convergence that is occurming throughout the utility
industry and the changing risk profile of the industry in
general,

{Na rating changes witl result from establishing these new
financial targets since they were developed by integrating
prior utifity financial benchmarks and historical industrial
medians. The new financial tamets, like the previous
benchmarks, pertain to risk-adjusted ratios that distinguish
between lower-risk and higherrisk activities. The targets
have beenbroadened to correspand with Standard & Poor's
1{-point business profile assessments. The business profile
scores assess the qualitative attributes of a firm, with "1*
being considered lowest risk and “10° highest risk. Thus,
the rew tamgets allow for comparability on a single scale
batween typically lower-risk activities, such as water
operations, gas distribution, and electric transmission, and
higher-risk activities, such as merchant power generation,
oil and gas exploration and production, and energy trading
and marketing. For example, a water utility, which can
expect to have a lower business risk profile than a typical
integrated electric wtifity, will be required o meet less
stringent finantial targets for any given rating category.
funds from operations to fotal debt, funds fram
operations interest coverage, pretax interest coverage,
and total debt to total capital are the four
credit-protection ratios that are an integral part of

Utility Financial Targets Are Revised

Standard & Poor's quantitative review on the overall
credit analysis of the utility sector. Standard & Poor’s
recognizes that the nature of utilities’ business
strategies is changing significantly and is shifting
toward higher-risk endeavors. These undertakings bear
risk characierstics that are more representative of an
industrial company than a regulated utility. Therefore,
Standard & Poor’s also incorporates a greater reliance
on several additional rmties in its credit analysis. These
include, but are not limited to, pretax retum oh permanent
capital, funds from operations 1o curent obligations,
eamings before interest and taxes to total assets, net cash
fluw to capital expenditures, and capital expenditures to
average total capital. Additionally, further analysis of the
cash flow coverage of all ebligations fincluding prefered
stock) is performed. Although these measures do not have
published targets, broader use of these financial ratios,
combined with the four principal tamets, provides greater
depth to the fundamental analysis used in the rating
evaluation process.

Consistent with Standand & Poos’s ratings methadology,
the four published financial targets will be used with other
guantitative measures, business risk analysis, and
camparative analysis of peer groupings to determine credit
ratings. The new targets ame designed 1o assist utilities,
utility affliates, and the investmen community in assessing
the relative financial strength of issuers. Il

Ronald M. Barone
New York (1) 212-436-7662
Jahn W. Whitleck
New York (1) 212-438-7678

Scoit A. Beicke
New York (1) 212-438-7663

feontinued on page 3|
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UTILITIESE
PERSPECTIVES

Revised Utility Group Financial Tampets*

FFQ to toial dabt

Business position

1 125 <4
2 160 <105
3 200 140
4 45 175
5 noe 05
B no 0
7 65 245
8 1225 15
q 495 3z2a
1113 605 394
FFO intersst coverage

Business poaition

1

2

3

4

H

B

7

]

]

10

Pretex interast coverage

Business positiso

i

2

3

3

H

6

7

8

9

10

Total debi to total capital

Business position 4 N

1 550 605

2 5o 565

3 415 30

4 430 435

E] 495 470

[ 335 460

7 75 450

8 B0 430

g 30.0 39p

1] 240 330

*Asof Junk 1999, FFO—Funds from operations.

Standand & Poor's Wilities & Perspectives

95
120
160
164
1740
185
2o
80
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ilitie: ject Finance/Infrastructure

Gesaral Comtacts

Cunis Mouhon New York [1] 212-438 2064
Jahn Bilardefn New York [1) 212-429- 7654
Cheryl Richer New York [1) 212-438-2084
Witliam Chaw New York [1) 212-438-7981
United States

John Bilardefio, New York {1} 212-438-7664
U5, Investor-Owned Utitities

Canaida

Thormas Connell Torortto (1) 416-202-6001
Latin America

Jane Eddy New York [1) 212-438-79%
Ewrope/Mitdle ExsyAfrica

Aidan 0'Mahorry Londaon {44 171-826-3518
Asia/Pacific

Paul Coughlin Hong Kong (852) 25333502
Rick Shephent Meboure {611 3-3%611-7040
Dan Fuloatomi Takyu (B1) 3-3593-8714
Yelecommunications

Genural Comact

Richan Siderman New York {1} 212-438 7863
United States

Richard Sidesman New Yok {1} 212-438-7863
Canads

Themas Connell Toranta (1) 435-202-6001
Latin Amwrica

Laura Feinland Katz New York {1) 212-438- 7893
Enrope/Middla EastfAlrica

Juan.Josa Gamia London {44 171-826-36542
AsinfPecific

Dunican Warwick Ch Melouma (51) 3-9631-2075
Dan Fulastomni Tokyo (B1) 3-3593-6714

Visit us at
www.standardandpoors.com/ratings
for more U.S. utility credit infarmation,
or at www.ratingsdirecL.com to
subscritie to Standerd & Poor's
on-line rating service.

For fast answers to utility questions,
please e-mail us at
utility_helpdesk@ctandardandpoors.com
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CAPITALIZATION STATISTICS

AMOUNT OF CAPITAL EMPLOYED
TOTAL PERMANENT CAPITAL
SHORT-TERM DEBT

TOTAL-CAPITAL EMPLOYED

INDICATED AVERAGE CAPITAL COST RATES (2)
LONG TERM DEBT

DIVIDEND PAYQUT RATIO

CAPITAL STRUCTURE RATIOS
BASED ON TOTAL PERMANENT CAPITAL:
LONG-TERM DEBT
MINGRITY INTEREST
COMMON EQUITY
TOTAL

BASED ON TOTAL CAPITAL:
TOTAL DEBT, INCLUDING SHORT-TERM
MINORITY INTEREST
COMMON EQUITY
TOTAL

FINANCIAL STATISTICS

RATE OF RETURN ON AVERAGE COMMON EQUITY

COVERAGES-EXCLUDING ALL AFUDC (3)
BEFORE INCOME TAXES: ALL INTEREST CHARGES

AFTER INCOME TAXES; ALL INTEREST CHARGES
OVERALL COVERAGE: ALL INTEREST + PFD. DIV.

QUALITY OF EARNINGS
AFUDC / INCOME AVAILABLE FOR COMMON EQUITY
EFFECTIVE INCOME TAX RATE
NET CASH FLOW / CAPITAL EXPENDITURES {4)
FUND$S FROM OPERATIONS / TOTAL DEBT(S}
FUNDS FROM OPERATIONS / INTEREST COVERAGE(S)

SEE PAGE 3 FOR NOTES.

CONSUMERS IELINOIS WATER COMPANY
CAPITALIZATION AND FINANCIAL STATISTICS (1)
1994 - 1998, INCLUSIVE

1998 1967 1996 1985 1994
(MILLIONS OF DOLLARS)
$74.470 $70.083 $70.014 $70.218 $29.198
1.500 4,100 4.825 2075 0.000
$75.970 §74.183 $74.839 $72.293 $29,198
83 % 53 % B4 % M1 % B4 %
852 % 90 % 106.7 % 1030 % 674 %
50.2 % 534 % 535 % 534 % 557 %
0.6 06 06 08 0.0
492 460 459 460 443
1000 % 1000 % 1000 % 5000 % 100 %
51.2 % 560 % 565 % 547 % 557 %
05 05 05 06 0.0
483 435 430 447 443
1000 % 100.0 % 160.0 % 100.0 % 100.C %
83 % 84 % 56 % B2 % 6.9 %
239 x 214 x 178 x 212 x 1.96 x
1.87 1.79 1.46 1.69 1.62
1.86 1.78 1.45 168 1.62
00 % 06 % 131 % 81 % 0.6 %
371 305 378 368 350
775 71.0 36.9 18.3 59.7
16.4 14.0 9.2 12.2 109
29x 27 % 21 x 24 x 22x

5 YEAR AVERAGE

81.7 %

532 %
05
463

1000 %

54.8 %
0.4
44.8

1000 %

75 %

208 x
1.69
1.68

45 %
354
52.7
12.5

25 x

Z 0 | obfied

€ ainpeyas
L "ON X3



Notes:

(1)
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Consumers Hlinois Water Company
Capitalization and Financial Statistics

1994-1998 Inclusive

All capitalization and financial statistics are based upon financial statements as originally
reported in each year.

Computed by relating actual long-term debt interest or preferred stock dividends booked to
average of beginning and ending long-term debt or preferred stock reported to be outstanding.

Coverages - excluding ali AFUDC represent the number of times available earnings, excluding
all AFUDC, cover fixed charges.

Net cash flow / capital spending is the percentage of gross construction expenditures, excluding
all AFUDC, provided by funds from operations (sum of net income, depreciation, amortization,
net deferred income tax and investment tax credits, less total AFUDC), after payment of all cash
dividends. .

4
Funds from operations (sum of net income, depreciation, amortization, net deferred income tax
and investment tax credits, less total AFUIDC) as a percentage of total debt.

Funds from operations {as defined in Note 5) plus interest charges divided by interest charges.

Source of Information; Consumers lllinois Water Company audited financial statements




PROXY GROUP OF SEVEN WATER COMPANIES
CAPITALIZATION AND FINANCIAL STATISTICS (1)
1994 - 1998, INCLUSIVE

1998
CAPITA ION STATISTICS
AMOUNT OF CAPITAL EMPLOYED
TOTAL PERMANENT CAPITAL $864.244
SHORT-TERM DEBT $33.459
TOTAL CAPITAL EMPLOYED $B97,703
INDICATED AVERAGE CAPITAL COST RATE:
LONG-TERM DEBT 6.1 %
PREFERRED STQOCK 59
CAPITAL STRUCTURE RATIOS
BASED ON TOTAL PERMANENT CAPITAL:
LONG-TERM DEBT 54.7 %
PREFERRED STOCK 25
COMMON EQUITY 428
TOTAL 1000 %
BASED ON TOTAL CAPITAL:
TOTAL DEBT, INCLUDING SHORT-TERM 56.0 %
PREFERRED STOCK 24
COMMON EQUITY 416
TOTAL 100.0 %
FINANCIAL STATISTICS
EINANCIAL RATIOS - MARKET BASED
EARNINGS { PRICE RATIO B.1 %
MARKET / AVERAGE BOOK RATIO 195.3
DIVIDEND YIELD 4.1
DIVIDEND PAYOUT RATIO 87.5
RATE OF RETURN ON AVERAGE BOOK COMMON EQUATY 11.2 %
COVERAGES - EXCLUDING ALL AFUDC {3)
BEFORE INCOME TAXES: ALL INTEREST CHARGES 284 x
AFTER INCOME TAXES: ALL INTEREST CHARGES z.14
OVERALL COVERAGE: ALL INTEREST + PRD. DIV. 2.08
UALITY O NINGS
AFUDC / INGOME AVAILABLE FOR COMMON EQUITY 7.7 %
EFFECTIVE INCOME TAX RATE 35.6
NET CASH FLOW / CAPITAL EXPENDITURES (4) 416
FUNDS FROM OPERATIONS / TOTAL DEBT (5) 138
FUNDS FROM OPERATIONS / INTEREST COVERAGE (6) 3.1 x%

SEE PAGE 2 FOR NOTES

1997

{MILLIONS OF DOLLARS)

§775.185
536,065
$611.231

65 %
56

552 %
3.0
41.8

1000 %

569 %
28
402

1000 %

87 %
163.7

757

10.5 %

278 x

203

53 %
37.3
52.2
14.2

31 x

1998

$723.707
$45.853
$763.560

67 %
5.1

4.6 %

423
100.0 %

57.0 %
2.8
02

100.0 %

73 %
144.7

w5

105 %

2.72 x
2.02
+.97

112 %
375
a8.7
13.0
28 x

1995

$623.645
$32 605

B85 %

851 %
33
1.8

56.4 %
3.2
0.4

7.6 %
1328

86.0

102 %

27 x
202
1.96

87 %
39.6

128
28 %

$577.916
$27.610
$605.526

72 %

537 %
38
425

100.0 %

58.0 %
36
404

100.8 %

273 x
203
1.97

S YEAR
AVERAGE

847 %
31
42.2

1000 %

864 %
3.0
40.6

1000 %

76 %
37.3
47.4
13.6

3.0 x

£ Jo 1 obed
¥ 9INpayog
/ "ON Nayxg



Amer. Water Works Co., Ing
Long-Term Debt
Shont-Term Debt
Preferred Stock
Common Equity

Total Capital

Conn. Water Service inc.
Long-Term Debt
Shart-Term Debt
Preferred Stock
Commor: Equity

Total Capital

E'fown Corporation
Long-Term Debt
Short-Term Debt
Preferred Stock
Common Equity
Total Capital

Middlesex Water Company
Long-Termn Debt
Short-Term Debt
Preferred Stock
Comman Eaquity

Total Capital

nichuck ration
Leng-Term Debt
Short-Term Debt
Preferred Stock
Common Equity
Total Capitai

Philadelphiz Suburban Gorp.
Long-Term Debt
Short-Term Debt
Preferred Stock
Common Equity

Total Capital

United Water Resources, Inc.
Long-Term Debt
Short-Term Debt
Preferred Stock
Common Equity
Total Capital

Preocy Group of Seven

Water Companigs

Long-Term Debt

Short-Term Debt

Preferred Stock

Common Equity
Total Capital

—
K=
{vi]

60.25 %
2.47
27N

3457

100.00 %

50.78 %

0.62
47.06
100.00 %

52.39 %
7.7
214

37.78

100.00 %

51.78 %
0.66
332

44.24

100.00 %

5287 %
0.00
0.59

46.54

100.00 %

52.40 %
1.05
0.64

100.00 %

50.61 %
7.20
7.04

3516

100,00 %

5301 %
285
244

41.60

100.00 %
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Capital Structure Ratios Based upen Total Capital for
the Proxy Group of Seven Water Companies
for the Years 1994 through 1998

1997 1886 1895 1994
57.96 % 5762 % 57.23 % 60.10 %
412 479 595 358
2.99 322 402 4.42
100.00 % 10000 % 100.00 % 100.00 %
45.39 % 4717 % 4966 % 5§1.48 %
7.33 5.02 2.40 255
0.64 067 0.70 0.73
46 64 4ar14 471.22 45.24
100.00 % 100.00 % 9998 % 100.00 %
5103 % 4225 % 4AT27 % 4505 %
483 15.06 659 6.72
252 262 263 351

40,72 40.07 4321 4472
100.00 % 100.00 % 100,00 % 100.00 %
48.25 % 50.53 % 51.40 % 5096 %
052 0.00 0.00 0.00
455 2.54 2.58 287
46,68 46.83 46.03 4617
100.00 % 100.00 % 100.01, % 100.00 %
64,86 % 62.31 % 6319 % 50.58 %
0.00 0.00 0.00 1392
0.00 0.00 0.00 0.00
3514 3769 3681 35.50
100,00 % 100.00 % 100.00 % 100.00 %
52,88 % 5460 % 5256 % 4923 %
234 1.32 1.80 1.30
167 2140 1.98 ez
100.00 % 100.00 % 100,00 % 100.00 %
51.61 % 50.01 % 5291 % 49.09 %
6.15 7.93 402 7.28
7.87 873 9.93 1024
3437 33.33 33.14 33.39
10000 % 100,00 % 100.00 % 100.00 %
53.27 % 52.07 % 53.46 % 5093 %
3.61 488 297 505
289 284 318 357
100.00 % 100.00 % 100.00 % 100.00 %

Source of Information: Standard & Foor's Compustat Senices, Ing., PC Plus Database



PROXY GROUP OF EIGHT UTILITIES SELECTED ON THE BASIS OF LEAST RELATIVE DISTANCE

CAPITALIZATION STATISTICS

AMOUNT OF CAPITAL EMPLOYED
TOTAL PERMANENT CAPITAL
SHORT-TERM DEBT

TOTAL CAPITAL EMPLOYED

NDICATED AVERAGE CAPITAL COST RATES (2)
LONG-TERM DEBYT
PREFERRED STOCK

CAPITAL STRU ATIO
BASED ON TOTAL PERMANENT CAPITAL:
LONG-TERM DEBT
PREFERRED STOCK
COMMON EQUITY
TOTAL

- BASED ON TOTAL CAPITAL:
TOTAL DEBT, INCLUDING SHORT-TERM
PREFERRED STOCK
COMMON EQUITY
TOTAL

EINANCIAL STATISTICS

FINANCIAL RATIOS - MARKET BASED
EARNINGS / PRICE RATIO
MARKET / AVERAGE BOOK RATIO
DIVIDEND YIELD
DIVIDEND PAYOUT RATIO

RATE OF RETURN ON AVERAGE BOOK COMMON EQUNTY

GCOVERA - EXCLUDING ALL AFUDC {3
BEFORE INCOME TAXES: ALL INTEREST CHARGES
AFTER INGOME TAXES: ALL INTEREST CHARGES
OVERALL COVERAGE: ALLINTEREST + PRD. DIV.

QUALITY OF EARNINGS
AFUDC / INCOME AVAILABLE FOR COMMON EQUITY

EFFECTIVE INCOME TAX RATE

NET CASH FLOW / CAPITAL EXPENDITURES (4)

FUNDS FROM DPERATIONS / TOTAL DEBT (5}

FUNDS FROM OPERATIONS / INTEREST COVERAGE (6)

SEE PAGE 2 FOR NOTES.

1994 - 1988, INCLUSIVE

$5.158.764
$393,534
$5.552.298

57 %
6.2

583 %
33

38.4

1000

61.5 %
3.0
385

1000 %

61 %
1762

788

105 %

235 x

1.79

67 %
339
73.2
15.2

32x

1997

(MILLIONS OF DOLLARS)

§4.723.934
$426.052
$5.149.9686

61 %
65

566 %
308
100.0 %
619 %

349
1000 %

69 %
158.2

772

107 %

2.44 X
1.89
1.7¢

65 %
76.0

15.3
33 x

CAPITALIZATION AND FINANCIAL STATISTICS (1)

1996

§$3,993.416
$351,948
$4,240,361

57 %
71

53.8 %
5.8
40.4

1000 %

586 %
54
360

1000 %

76 %
15186

755
114 %
253 x

1.94
1.80

1995

$3,842.181
$354.923
$4.197.104

59 %
71

545 %
201
100.0 %

7.9 %
6.1
36.0

100.0 %

7.0 %
160.8

B7.2

109 %

242 %

1.75

7.2 %

653
16.9
31X

1994

$3510.402
221.804
$3.732.205

59 %
77

56.2 %
87
ars

1000 %

581 %
6.2
24.7

100.0 %

64 %
1524

86.0

128 %

254 x

1.81

56 %

76.2
16.7
31 x

S YEAR
AVERAGE

55.9 %
5.2
389

1000 %

50.8 %
48

35.4

1000 %

72 %
1578

76.9

113 %

246 x
1.9%
1.79

61 %
359
74.8
16.4

3.2 %

g jo | ebed

G 8INpayps
£ "ON Nyx3
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Proxy Group of Eight Utilities Selected on the Basis of Least Relative Distance
Capitalization and Financial Statistics
1994-1998, Inclusive

Notes:

(1)

4

(5)

(6)

All capitalization and financial statistics for the group are the arithmetic average of the achieved
results for each individual company in the group, and are based upon financial statements as
originally reported in each year.

Computed by relating actual long-term debt interest or preferred stock dividends booked to
average of beginning and ending long-term debt or preferred stock reported to be outstanding.

Coverages - excluding all AFUDC represent the number of times available earnings, excluding all
AFUDC, cover fixed charges.

Net cash flow / capital spending is the percentage of gross construction expenditures, excluding
all AFUDC, provided by funds from operations (sum of net income, depreciation, amortization, net
deferred income tax and investment tax credits, less total AFUDC), after payment of all cash
dividends.

Funds from operations (sum of net income, depreciation, amortization, net deferred income tax
and investment tax credits, less total AFUDC) as a percentage of total debt.

Funds from operations (as defined in Note 5) plus interest charges divided by interest charges

Selection Criteria:

The basis of selection was to include those electric, gas, combination electric and gas,
and water utilities: 1) which are included in Standard & Poor's Compustat Services, inc., PC Plus
Database; 2) which have actively traded common stock; 3) which are most similar in risk to
Consumers lllincis Water Company based upon an analysis of the least relative distance of eight
financial and operating ratios as explained in detail in Ms. Ahern’s direct testimony; 4) which have
projected growth rates published in either Value Line Investment Survey (Standard Edition) or by
I/B/EIS; and 5) which have not cut or omitted their common dividends in the five years ending
1999 or through the time of the preparation of Ms. Ahern’s direct testimony, nor are expected by
Value Line Investment Survey (Standard Edition) to cut their dividends during the next five years

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus Database
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Capital Structure Ratios Based upon Total Gapital for
the Proxy Group Selected gn the Basis of Least Relative Distance
for the Years 1994 thraugh 1898

1598 1897 1g98 1985 1994
Ameri ater Works Co., inc,
Long-Term Dabt 60.25 % §7.96 % 5762 % 57.23 % 60.10 %
Shoit-Term Debt 247 4.12 4.79 595 3538
Preferred Stock 27 299 3322 4.02 442
Common Equity 34,57 34.93 3437 32.80 .80
Total Gapital 100.00 % 100.00 % 10000 % 160.00 % 10000 %
Berkshire Energy Resources
Long-Term Debt 48.42 % 51.15 % 4346 % 4687 % 4569 %
Short-Term Debt 875 828 494 000 940
Preferred Stock 0.40 0.46 114 1242 1243
Common Equity 41.43 4011 40.15 40,71 2.78
Totat Capitat 100,00 % 10000 % 100.00 % 10000 % 10000 %
CMS Energy Corp,
Long-Term Debt €648 % 62.79 % £3.09 % $9.78 % 81.52 %
Short-Term Debt 385 547 370 6.33 7.24
Praferred Stock 2487 341 509 6.61 7.60
Comman Equity 26.70 2833 2812 27.28 2364
Total Capital 10000 % 100.08 % 10000 % 100.00 % 100.0G %
Epstern Litiliigs Associates
Long-Tenm Debt 4131 % 4633 % 4B8.67 % 50.36 % 5365 %
Short-Tarm Debt 7.90 7.03 5.81 438 342
Preferred Stock 434 385 381 a8 349
Comman Equity 46.45 42,68 41.71 41.58 3844
Total Capital 10000 % 100.00 % 10000 % 100.00 % 10000 %
Enargy West Inc.
Long-Term Debt 55.38 % 3008 % 35.86 % 4508 % 5090 %
Short-Term Debt 452 3405 24.77 10.94 Sa7
Preferred Stock 0.00 Q00 6.00 0.00 000
Commion Equity 40.10 35.80 39,35 4397 43.23
Total Capital 100.00 % 100.00 % 100,00 % 10000 % 100.00 %
Hawaii lectric Industrigs, Inc.
Long-Term Debt 5359 % 51.79 % 48.98 % 4711 % 56.32 %
Short-Term Debt 2076 20.65 2283 22.23 1097
Preferred Stock 2349 2.58 2.86 .37 3.93
Commen Equity 2326 24.88 2533 27.29 28.78
Total Gapital 10000 % 100,00 % 100.00 % 100.00 % 100.00 %
Sou Col
Long-Term Debt 5309 % 5032 % 4115 % 4262 % 4301 %
Sheonl-Term Dabt 6.85 a8.11 7.14 798 5.31
Prefarred Stock 3.39 365 T35 747 T.24
Common Equity 36.68 3782 4436 41.93 44.44
Total Capital 10002 % 10000 % 100.00 % 100.00 % 100.00 %
Unit ater urces, in
Long-Term Dabt 5061 % 5161 % S0.01 % 52901 % 4908 %
Short-Term Debt 7.20 €15 7.93 4.02 728
Prefetred Stock 704 787 8.73 9.83 1024
Common Equity 845 3437 3333 3314 33.39
Total Cagital 100.00 % 100.00 % 100.00 % 10Q.00 % 100.00 %
Proxy Group of Eight Utilities
Selected pn the Basis of %
Least Relative Distance
Long-Term Debt 53.76 50.25 48 11 50.24 5253
Short-Term Debt 7.80 11,74 10.48 7.73 6.64
Proferred Stock 2.89 311 5.43 5.94 613 %
Common Equity 3555 3490 3587 36,08 3470
Total Capitat 100.00 % 100.00 % 100.00 % 100.00 % 100.060

Source of Information: Standard & Poor's Gompustat Services, Inc,, PG Plus Database
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Basis for the Selection of the Proxy Group of
Eight Utilities Selected on the Basis of Least Relative Distange

Notes:

(1)

2)

{7}

(8)

(9)

Pre-tax interest coverage represents the number of times available earnings, before income
taxes, excluding all allowance for funds used during construction (AFUDC) cover total interest
charges, average for the years 1996, 1997 and 1998.

Common equity ratio is the ratio of total commoen equity to permanent capitalization (the sum of
total long-term debt, current maturities, total preferred stock and total common equity), average
for the years 1996, 1997 and 1998.

Fixed asset turnover is the ratio of total operating revenues to gross utility plant, average for the
years 1996, 1997 and 1998.

AFUDC to net income is the ratio of total AFUDC to income available for common equity, average
for the years 1996, 1997 and 1998.

Cash flow as a percent of permanent capitalization is the ratio of funds from operations (sum of
net income, depreciation, amortization, net deferred income tax and investment tax credits, less
total AFUDC) to permanent capitalization {the sum of total long-term debt, current maturities, total
preferred stock and total common equity), average for the years 1996, 1997 and 1998.

Net cash flow to capital expenditures is the ratio of gross construction expenditures, excluding alt
AFUDC, provided by funds from operation (as defined in Note 5), after payment of all cash
dividends, average for the years 1996, 1997 and 1998.

Funds flow interest coverage is the ratio of funds from operations (as defined in Note 5) plus total
interest charges to total interest charges, average for the years 1996, 1897 and 1988,

Operating earnings stability is an index of the variation in quarterly before-income tax operating
income for the years 1996, 1997 and 1998. It is calculated by dividing the standard error of the
estimate of a regression about a trend line by the mean. It is analogous to the coefficient of
variation.

Sum of distance is calculated as the squared distances between the eight operating / financial
ratios of each firm and Consumers lllinois Water Company, summing the squared distances, and
then calculating the square root of the summation.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus Database
Consumers lllinois Water Company audited financial statements
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TABLE 308 - AGENCY AUTHORITY OVER RATE OF RETURN - WATER UTILITIES

AGERCY

Agency
deter-
mines
rate of
return
under its
general
aythority

Capital
structure
is adjusted
to exclude
non-utility
financing
when it is
traceable

Method Agency favors
i ik

n determining rate of
-k

return

Duration of

Ko OME
method
ALL are
consid-
ered

Dis-
count-
ed
cash
flow

Comp-
arable
earn-
ings
test

LA e

Earn- [Mid-
ings/
price
ratio

Capital
point |asset

app- |pricing
roach_|model

i

Risk
prem-
ium

call protec-
tion provision
influences
judgment in
determining
rate of

Other lreturp

ALABAMA PSC
ALASKA PUC
ARTZONA CC
ARKANSAS PSC
CALIFORNIA PUC

11/

1/

X

0 D~
Sy S

X

Possible.

Possible.

COLORADO PUC
CONNECTICUT DPUC
DELAWARE PSC

pc PsC

FLORIDA PSC

S S A 8 ]

£

DGES NOT F
|

> e

EGULATE

X 1/

2/
2/

2 2| 3¢ 3¢
~
.

I

GEORGIA PSC
HAWAIT1 PUC
IDAHO PUC

ILLINGIS CC
INDIANA URC

DOES NOT REGULATE

>

2/
2/

F

7t

I0WA UB
KANSAS SCC

KENTUCKY PSC
LOUISTANA PSC
MAINE PUC

L4 N0

o0
=

2C e e

L3

2/
7/

-

5/

MARYLAND PSC
MASSACHUSETTS DPU
MICHIGAN PSC
MINNESOTA PUC
MISSISSIPP] PSC

el el Dl el D e |e D et

DOES NOT R

REGULATE

4/

MW WE|C W MM

5/
4/

MG B

MISSOURI PSC 12/
MONTANA PSC
HMEBRASKA PSC

HEVADA PSC

NEW HAMPSHIRE PUC

g o

Yes

KEW JERSEY BPU 11/
NEW MEXICO PUC
NEW YORK PSC

NORTH CAROLINA UC

OHIO PUC
DKLAKOMA CC
OREGON PUC
PENNSYLVANIA PUC
RHODE ISLAND PUC

HORTH DAKOTA PSC |

S e b e D B |

DOES NOT ¥

EGULATE

2/
2/

.7}

=
~

4 o

r
2f

&/

A - L]

&/]Na decision.

= D

Maybe, if soon

g o

3/

SOUTH CAROLIMA PSC
SOUTH DAKOTA PUC
TEXAS NRCC

UTAH PSC

A ]

DOES NOT REGULA

= D ad e 3 2t B B 3 e 3 2 B B —{ D N

E

o

VERMOKRT PSB
VIRGINIA SCC
WASHINGFON UTC
WEST VIRGINIA PSC
WISCONSIN PSC
HYOMING PSC

M

2s

2/
27
2/

b

D6 3¢ D

D 2 2

> >

X 10/

PUERTO RICO PSC 11/
VIRGIN ISLANDS PSC

I 2€ 3¢ 20 2 P 2

87

2/

ALBERTA EUB
HOVA SCOTIA UARB

LA B i e

-

=

R/
2/

- 4 o

I 2 DC k1

22

** for definitions of terms, please consulit the Glossary of Terms at the back of this book.

NARUC Compilation of Utility Regulatory Policy 1995-1996

1¢8=Case-by-Case Basis
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FOOTNOTES - TABLE 308
AGENCY AUTHORITY OVER RATE OF RETURN

Non-utility investment dollars are always excluded from rate base, Where non-utility investment is comparatively small,
capital ratios are not adjusted. When non-utility investment is large, we usvally remove non-utjlity investment from equity.
Commission favors no single method, but rather that which produces the most reasonable results.

It may use any method it desires gspecially in the case of a small company.

DCF is preferred, but Department approves other methods which check DCF result; risk spread analysis preferred by a
slight margin. Financial condition of utility also given serious consideration.

DCF is preferred; other methods are considered.

No single method, however, discounted cash flow is frequently used.

DCF has been the preferred method, but its results should be checked with aother methods.

Never an issue before this agency.

Agency favors DCF, but any method presented is considered,

Most jurisdictional water operations are so small an operation ratio or cash flow basis is used rather than a ROR
determination.

Commission did not respond to request for update information; this data may not be current.

DCF has been the preferred method, but its results are generally checked with other methods such as risk premium and

CAPM.

NARUC Compilation of Utility Regulatory Policy 1995-1996




